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BEFORE THE STATE BCARD OF EQUALI ZATI ON
OF THE STATE OF CALI FORNIA

In the Matter of the Appeal of

)
)
THE YOUNGSTOMN STEEL PRODUCTS )
COVPANY OF CALI FORNI A )

Appear ances:
For Appellant: O'Melveny & Myers, Attorneys at Law

For Respondent: Bur| D. Lack; Chief Counsel;
Mark Scholtz, Associate Tax Counsel

OPIL NLON

Thi s appeal was nmade pursuant to Section 25 of the
Bank and Corporation Franchise Tax Act (now Section 25667 of
the Revenue and Taxation Code) from the action of the Franchise
Tax Comm ssioner_(now succeeded by the Franchise Tax Board). on
the protest of The Youngstown Stéel Products Conpany of California
to & proposed assessnent of additional tax in the amount of
$20,952,.86 for the income year ended Decenber 31, 1941.

Prior to and during 1941 The Youngstown Sheet and Tube
Company, hereinafter referred to as the parent, engaged in the
manufacture and sale of iron and steel products but did not
conduct any business activities in California;, It owned all the
stock of The Youngstown Steel Products Conpany, hereinafter
referred to as the Chio conp an%/ which acted as the wholesale
marketing organization in California and other states with respect
to certain of the parent's products.

_ Prior to 1941 the parent's oil country tubular products
were SOl d at retail in California, Oegon and Wshington -
Republic Supply Company, hereinafter referred to as epublrc
pursuant to its contract with the Chio conpany for an ech usive
di stributorship of these products for a ten-year period begin-

ni ng in 1938. Republic, an independent firny also handl ed
products ot her than those of the parent's manufacture.

In 1939 the parent reduced its established oil country
distributors' discounts and in 1940, follow ng the refusal of
Re ublic to handle oi | country prodlcts on the reduced di scount
334,3 enseced. into negotiations with the |atter with a vie
towar s-revising the di scount to be all ovved Republic,  Republic,
however, refused to accept the parent's proposed revision of
the contract and, as a result of the negotiati ans.a-contract
was entered into K it on or about Decenber 31, 1940, wWith the
Chi o conpany for the cancellation of the 1938 distributorship
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Appeal of The Younastown Steel Products Conpany of California

contract, the purchase from Republic of its yard facilities, the
paynent to Republic of $2.00 for each ton of oil country tubular
agods of the parent's manufacture sold in California, Oegon and

shington during what would otherw se have been the remalning
term of the distributorship contract, and the agreement of Republi
not to handle or sell oil country tubular goods in those States
during such remaining term

Appel | ant was incorporated in January, 1941, to perform

the sales and distribution functions theretofore conducted b
Republic, and the Republic yard facilities were transferred fo

it. Appellant thereupon entered into the retail distribution of
the parent's oil country tubular goods, t hose goods being billed
to it on the basis of prices fixed by the established public
grlce lists of the parent, Appellant was allowed a discount of

% of those established prices instead of the 6% all owed other
retail distributors, inc udln?llndependent distributors, in view
of the gaynents made to Republic by the parent or the GChio conpany
of $2.00 per ton on the parent's oll country tubular goods sold
on the Pacific Coast, it being considered by Appellant and its
{arent that these paynments were in part for the benefit of Appel-
ant..

During the income year 1941 Appellant handled only

groducts of the parent conpany's nmanufacture and approxinmately
5% of the California sales of the parent's products were-made
through it. In addition to the oil country tubular goods, it
handl ed other products of the parent, these other products being
handl ed at prices and discounts identical to those offered by
the parent and Chio conpany to all other distributors, including
i ndependent distributors. ~Suggestions and decisions as to the
addition of these other products, or the elimnation of particular
items, were made by Appellant, and while the parent, of course,
possessed the power to reverse or reject those decisions it did
not do so in any instance.

The parent owned and voted all the outstanding stock
of Appellant, four of the five directors of Appellant being
principal officers of the parent, Appellant's activities Were
for the most part carried on through its own officers and enpl oyee:
| ocated at Los Angeles, California. The parent and its officers
and executives participated in the affairs of Appellant only to
the degree and extent as is usual for a shareholder or directors
and such participation did not extend beyond the field of generai
pol i cy. expense for any managerial or executive services was
charged orallocated to Appellant by the parent or any conpany
affiliated with the parent.

pel lant maintained its own books and accounting
records. The parent, however, with respect'to Appellant and-
other subsidiaries, arranged and paid for independent audits,
kept consol i dated operations records, prepared and issued con-
solidated bal ance sheets and profit and |oss statenents, and
ﬁrepared tax returns. The parent also advertised the products
andled by its affiliates and independent distributors. There
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was no charge or allocation to, Appellant of any portion of these
or any othef central expenses incurred by the parent or any affi-
| iated company.

_ ~ For the i
of 1ts income and t
Its incone.conbined w
portion of that combine
the property-payroll-
det erm ned, ~however, t
unitary business and t

u

come year 1941 th ellant filed a return
J ; fi éﬂpp forth

n e t
he Chio conmpany filed a return setting fo
th that of its parent and allocating a
income to California on the basis of

les allocation formyla. The Conmissioner

at the three conpanies were cqnductln% a

( at their income should be conbined. fter
obtaining that conbined income he allocated a portion thereof to
this State onthe basis of the three-factor formula and then applic
that fornula again to allocate portions of ,the.Cahform? |nconﬁ
so ascertained between Appellant and the Chio conpany. It Is the

deficiency assessment asserted against Appellant as a result of
this action that isbeing questioned hereln.

d
a
h
d
S

_ _ Appel I ant sets forth two grounds as the basis of its
objection to the determnation by the Conm ssioner of its income
fromits California activities'in this manner. |t contends that
the Commi ssioner's action is erroneous because_gl) the business
conducted by the three conpanies did not constitute a unitary
busi ness and (2) even if that business wasunitary the application
by the Conm ssioner of the formula to the conbined income resuhts
in the taxation to it of extra-territorial values. Appellant has
agreed, however, that the 1% differential between the é% di scount
al'l owed by the parent to other distributors on oil country tubular
gpods and the 5% discount allowed Appellant on-such goods ‘'may be

I sregarded and that Appellant shall be deemed for tThe purposes
of thi's proceeding, to have done business on the same basis wth
respect to discounts and erces as in the case of all other dis-
tributors dealt with by the parent and Chio company.
N
_ The question of when business within a state is to be
considered separate and when it is a portion of a unitary business
con?uf}ed within and without the state has been well sunmarized
as follows:

"The essential test i S whet her or not the,
operation of the portion of the business within
the state is dependent upon or contributory to
the operation of the business, outside-the state.
If there is such a relationship, the business is
unitary. |If there is no such relatlpnshuf, t hen
the business in the state mgv be considere _
c_orrl])orate and the incone therefrom WEY be determ ned
w thout reference to the success or tailure of the
taxpayer's activities in other states.® Altnman
and Keesling, Al location of Income in State Taxation,
2d ed., 1950, p. 101, '

The business of manufacturing and seIIing, whet her
conducted through one or nore corporations, is_undoubt edl
ordinarily to bé regarded as unitary, Butler Brothers v.
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McColgan,315 U. S. 501; Edison California Stores, Inc., v.
McCol ansocil. 2d 472; John Deere Plow Co. v Francﬁlge Tax

oar 38 A.C,216,appeal dism ssed DY United States Suprene
Court May 5, 1952.  The Appel | ant concédes this to be the case,

but contends that the particular circunstances under which its
activities were conducted require-a different conclusion herein.
The Pel!ant has not established, in our opinion, however, that
ationship between its operations and those of the parent

0

|

the re

and the Ohio conpany was such as to conpel the conclusion, in
the light of the foregoing test and these authorities, that its
busi ness was separate rather than a part of a unitary enterprise.

_ I't has been pointed out in the Butler Brothers and
Edison California Stores decisions that the unitary nature of
a pusiness 1s w. ,.defrnitely established by (1) unity of owner-
ship; (2) unity of operation evidenced by central purfchasing, .
advertising, accounting and managenent; and (3) unity of use in
the centralized executive force and general system of operation,®
No question arises in this case as t0 the existence-of unity of
ownership. Unity of operation sufficiently appears, in our
opinion, fromthe parent's central manufacturing, vwhich of cours
includes central purchasing, and the hanaling by the Appellant o
only the parent's products, about seventy-five per cent of the
Cal1fornia sales of which were made by Appellant, It is also to
be observed that some advertising, accounting and tax return
services were Perforned or acquired by the parent for the nmenbers
of the affiliated group.

~ The enploynent of the parent's managenent and centralizec
executive force in'the retail-distribution of Youngstown products
in California is denonstrated, we believe, by the circunstances
surroundi ng Aﬂpellant's formation in 1941, It was that managenent
and executive force which sought unsuccessfully in 1940 to
negotiate a new contract w th Republic enbodyirg the reduced
di scounts established by the parent in 1939 Simlarly, it was
the decision then of that management and executjve force which
resulted in the extension of Youngstown activities into the
retail distribution field through the creation of Appellant,
The interdependence or integration of the three menbers of the
affiliated ?roup I's further evidenced by the fact that the
contract enfered into mnth,RepubILc_PrOV|d%d no‘ only foh the
acquisition of certain of its facilities but also for the pay-
nent by the Chio conpanY to Republic of 42,00 for each ton of
Youngstown oil country tubular goods sold in California, Oegon
and Washi ngt on durln% what woul d ot herwi se have been the remaining
eight year |ife of the original contract and for the agreenent of
Republic not to handle or Sell such goods in those Stafes during
that remaining term

|t having been determned that the Appellant's activi-

this State constituted a part of a unitary business
ucted by it and the pzﬁr]ent and Chio conpang, | { necessarhlg
ows, in our opinion, at the Appellant "has not establishe
e application of the allocation formula to the conbined
onme 0

me of the three corporations results in the taxation of
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extra-territorial values. As in the Butler Brothers, Edison
California Stores and_lahnﬁDeeLe_ELQM/cases, t he attack of the
taxpayer Nas not Dbeen upon the particular allocation formla

enpl oyed or the manner 'in which that formula was applied,  but

the arqunent has been advanced that the system of accounting
enﬁ]oye correctly reflected Appellant's i'nconme from sources in
this"State. TheSe authorities, however, preclude the establish-
ing by the taxpayer of the unreasonabl eness of the result reached
through the application of the property-payroll-sales allocation

formula“to the income of a unltaiy busi ness  sol el y bg eV|d§nce

of the taxpayer's separate accounting_and the acCuracy and rea-
sonabl eness 0f the entries therein. “The fact that the loca

nmenber of the unitary group was not charged with a pro rata anount
of central office expense or service charges was held to be of

no significance in the John Deere Plow decision (38 A C 216

230) as respects the determning of the propriety of the use of

a formula nmethod of allocation.

— — - —

Pursuant'to the views expressed in the opinion of the
Board on file in this proceeding, and good cause appearing therefo

_ | T IS HEREBY ORDERED, ADJUDGED AND DECREED, ﬁursuant to
Section 25667 of the Revenue and Taxation Code, that i] e action

of the Franchise Tax Conm ssioner (now succeeded by the Franchise

Tax Board) on the protest of the Youngstown Steel Products Conpany
of California to a proposed assessnent of additional tax'in the

amount of $20,952.86 for the income year ended Decenber 31, 1941,

be, and the sane is hereby, sustained.

Done at Sacramento Califarnia., this 29th day of My,
1952, by the State Board of Equalization.

~, Chai rman
Wn G _Bonelli, Menber
J.H, Quinn, Menber
Geo. R Reilly, Menber

ATTEST: Dixwell L. Pierce, Secretary
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